
TABLE 6

ComparIaon of 19M R_rve DefIcit: RBOC va FCC

DefIcit undar RBOC's Proposed Life and Balvage Valu.. vs FCC's PNacribad Values.
(AII __.....)

Company FCC Difference Between
Proposal Prescribed TwoU..u....

$

Gross Book Value of Plant (1/1194) 200,052,185 200,052,185 0
Cummulatlve DeprecIation Reserve 83,521,216 83.521,216 0

Nat Book Value of Plant (NBY) 118,630,988 118,630,. 0

Cummulative Depreciation Reserve 83,521,216 83,521,216 0
Theoretical Reserve 88,566,937 86,682,780 1,883,157

A...rva Deficit (6,044,720) (3,161,663) (1,883,157)

Aaaarva Deficit u '% of NBV -4.33'% -2.71% -1.62%

Sources: FCC PrMCl1bedIII.",va...tam.. 1884 'TbIorIICII~ SIudV (TRS) -.cs by MCh
R80C wIlh FCC. The comperrf~ III....va... InIn ..ClOmI*'Y.....1Ied byMCh A80C
wlIh ItIlMnnia1~ 1IUctf FCC. PIInt IrMaMlltend~.. tam.. 1884 TAS.
NolIN: e.e.u.. for eome RSOC boIhcampln'f~.FCC~III....v.-..... not
aYlIIabIe. a Im8tI number at atIIIIU' .ccounta hid tl be IXdlIded Irclm "1INIIyU.



TABLE 7

Comparison of 1114 R_rve Deficit: RBOC va FCC
A80C Study A.... Reprucrlbed In 1814

DefIcit under RBCC'. Propoaecl life and 8alvllge Values v. FCC'. Pracrlbed Value••
(All"" In"'8)

Company FCC
Proposal P.-crlbed

Gross Book Value of Plant (111194) 52,535,928 52,535,929
CummwmweD~t~nR~ 21,272.035 21,272.035

Net Book Value of Plant (NBV) 31,213_ 31,263'-

CummuJatwe Depreclatoo Reserve 21,272,035 21,272,035
Theoretical Reserve 24,779,079 23.636,365

Reserve Deftclt (3,&07,04&) (2,384,330)

R...rve Deficit ..% of NBV ·11.22% ·7.&8%

DIfference Between
TwoMeuu....

s

o
o

o

o
1,142,714

(1,142,714)

scuc.: FCC PrucrIbect lifen.....,.v""'" tram the 1114"......ReIMM 8Utf (TRS) lIId by'"
R80C with FCC. 'The compII'Iy propoeed III 8ftd...__.. tian..ClDftlPII1Y propouIllid by'" RBOC
with Its triennial deInciaIIon aIUctf fell' .. FCC. PIIN IrMIIrnInt8ftd r.-we.. tram.. 111M TRS.
Note: aecau.. tor 101M RBOC both ClDftlPII1Y propoeedn FCC preICIIbed lie 8ftd.....,.__were not

aYIIIabIe, a ImlII runber OC accounII hIId t) be .aided tram......



TABLE 8

1115 R_rve DefIcit
RBOC Study ANa Aeprucrtbed In 1116

Deftclt under ABOC'• Proposed Life and s.lvage Valu.. v. FCC'. Prucrlbed Value••
(All YIIIuea In SOOO'.)

Gross Book Value of Plant (1/1/95)
Cummu~weD~tbnR~e

Net Book V.lue of Plant (NaY)

Curnmulative Depreciation Reserve
Theoretical Reserve

A...rva Deftclt

AH8I'Ve Deftelt .. % of NBV

Metallic Cable·
A_rva Deficit
Net Book Value of Plant (NBY)

A...rve Deficit .. % of NBV

Company FCC
Proposal Prescribed

104,024,512 104,024,512
46,016,574 46,016,574

58,007,838 68,007,838

46,016,574 46,016,574
52,391,616 48,091,233

(6,376,042) (2,074,668)

-10.89% -3.68%

(3,S76,818) (1,110,cM6)
18,041,317 16,041,317

-22.21% ".82%

DltfeNnce Betw..n
TwoM••uru

s

o
o

o

o
4,300,382

(4,300,382)

-7A1%

(2,466,813)
o

-16.37%

SourceI: FCC PNeClI1bed ... n tram 1M 1995 0apNcIII0l1 SUtt tied by NCh
RBOC with FCC. The oompII't' p10p0Md'" _ WIIuIa .. from ...oompenv prapoNIlied byNCh R80C
wllh Its trtennIaI dapreciIIon......, for 1M FCC. PI8nt Inwllmellt lII'Id r-.rwa..from ... 1995 Deprecldan

SUtt. 213 Way lqeernenl Only PInt 8IlClCU'ts wllh non-z.-o~t.ad'" ..,.,....,. haw bMn IndudId
1n ...~tabIe.
NoIN: MetIIIIc 0IIbe.1ncIudN~ 2421 (Mrill ca.), 24ZZ (UndIrground cable), 2423 (Burled cebIe)• .ad
2424 (SubrMrine c.bIe). If. LEe lid not 881*- metIIIIc CIbte tram 1'lClI'to4MtIII__•It..ad! IdIcl tom ..
meIIIIIc C8bIe catlgOry. 1M~edefICIIt lot 8IlClCU'ts 2421·2424 on both mMIIIc III'Id~ CIbte Ia
$1,246,873,383 (FCC Preecrlbed) lII'Id $4.101.759.470 (Compeny PropouIlI).



companies' proposals to the FCC prescribed reserve deficit is a measure of how divergent the

RBOCs' views of the future are from the FCC's. Whereas for the sample of all RBOC states

represcribed from 1992-1994 (Table 6) this ratio was 1.6; for the sample ofRBOC states

represcribed in 1994 (Table 7), it fell to 1.48.13 Thus, during 1994, the RBOCs' and FCC's views

of the future seemed to be converging slightly. However, for the RBOC states represcribed in

1995, this ratio increased to 3.07, indicating a dramatic change in the two groups views of the

future.

It is therefore important to understand the difference between the RBOC and FCC views

on appropriate depreciation. It will tum out that most of the difference in their views is

associated with different assumptions about when to replace metallic cable, and especially

subscriber metallic cable.

Subscriber Metallic Cable

A very important issue for depreciation policy is the treatment of subscriber metallic cable.

According to a recent Oregon study of costing based on forward-looking technology, copper is

always the least-eost technology for the distribution loop and, in most cases, for the feeder

portions of the subscriber loop as well.24 This would imply that the RBOCs' interest in replacing

231f one compares the RBOC-proposed and FCC-prescribed reserve deficits across years,
limiting the comparison to the RBOC operative represcribed in that year, the ratios are 2.20, 2.23,
1.48 and 3.07 for 1992-95, respectively.

24HTe1ecommunications Building Block-Cost Report" Oregon Public Utility Commission
workshop paper dated July 1993, vol 2, section 4, p. 3. The Oregon study found that in 75% of
cases a copper distribution and copper feeder loop was the least-cost technology, and in 25% of
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copper with fiber for remaining portions of the subscriber loop may well be related to a desire to

provide other services. not to cost-efficiently provide basic local service on the most efficient

basis. Therefore, it would be interesting to know two things: rust, how much of the difference

between the reserve deficit based on RBOC and FCC parameter assumptions is due to differences

in the treatment of subscriber metallic cable? And second, for the estimates based on FCC

parameter assumptions. how much of the deficit is due to subscriber metallic cable?25

Only three RBOCs break out metallic cable accounts into subscriber and interoffice

categories in their depreciation studies. These three RBOCs account for two-thirds of the 1994

reserve deficit for all RBOCs, calculated using FCC parameter assumptions. For the three

RBOCs, Tables 9, 10, 11 and 12 show the reserve deficit overall and the portion due to subscriber

cases a copper distribution loop and fiber feeder loop was the least-cost technology for a
subscriber loop carrier system.

:zsne second question is important because FCC cross-subsidy "protections" will, in some
cases, legitimize gross cross-SUbsidy. IfRBOCs are actually replacing, or have bona fide plans to
replace, subscriber metallic cable with tiber, FCC accounting procedures can legitimize cross
subsidy. Under current FCC policy, the costs of shared resources (such as subscriber loop) are
apportioned among services by relative use. Although the tariff rules for video dial tone (VOn
service (fiber to the home) have not been finaU'U'od yet, the tentative findings of the FCC are that
VDT service will be subject to the new services test, with, a share (to be detennined in the future)
of installation. excess capacity and overhead costs born by telephony customers (CC Docket No.
87-266). In VDT filings by SNET for Connecticut and Bell Atlantic for NI, these companies have
proposed that the share allocated to telephony customers has been between 50-75%, depending
on how the shares are measured. Thus. customers desiring only basic telephone service will be
apportioned a part of the costs of local loop recontiguration even though the investment does not
provide them any benefits. Protection against cross-subsidy requires that basic service customers
pay no more than the costs of the existing system with in-place metallic subscriber cable. Since
FCC policy subsidizes installation of tiber on the subscriber portion of the local loop, the actual
practice or invesunent plans of the RBOCs will likely include more subscriber metallic cable
replacement than is appropriate. As a result, the current depreciation deficit based on FCC
parameters may well overstate the true deficit in a subsidy-free environment
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TABLEt

1994 Reaerve Deficit for Metallic cable Accounts: Subscriber vs. Interofftce~
(BaHd Upon FCC Pre8Cl1bed Valu..)

For ..... of RBOC. that ........y 1'IIPOft ............ lm.rofIIoe InYMtlMnl·

(All ...... In SOOO'.)

.....nc cable Accounts

AERIAL UNDERGND BURED SUBMARINE

2421 2422 2423 2424 Total

Gro.. Book Value of Plant
Subacrtber 7,184,810 6,374,606 8,622,045 5,584 22,187,045
InteroftIce 173,044 810,150 330,711 1,983 1,315,887

Depreciation R_rve
Subscrtber 3,350,069 2,870,434 3,936,890 4,428 10,161,821
Interoffice 144,315 608,950 209,936 1,430 964,632

Theoretical A...rve
Subacrtber 3,647,868 3,220,319 3.710,771 4,114 10.583.072
Interofftce 167,799 748,904 245,555 1,490 1,163,748

A__rve Deftclt
Subacrtber (297,799) (349,885) 226,119 314 (421,251)
Interofftce (23.483) (139.955) (35.619) (59) (199.116)

sources: 191M '1'heclrebI ReeIcw Study 1*1 by'" R80C with the FCC.
-Above .... buId on metIIIc C8ble~ tom the foIowIng RBOCI: NYNEX (2421, 22,23), PacIlIc
T" (2421, 22, 23), SouthMIIIm Bell (2422, 23), New EngIIInd Bell (2424).



TABLE 10

1994 Reaerve Deficit for Metallic Cable Accounts: Subscriber va. Int.rotftC8~
(BaHd Upon Company Propo....)

For""of RBOC8 that~ NPOrt..........1I*rofftoe InYeebMnL·

(AII ........ 1n SOOO'8)

MetaIHe Cable Accounts

AERIAL UNDERGND BURED SUBMARINE

2421 2422 2423 2424 Total

Gross Book Value of Plant
SUb8Crlber 7,184,810 6,374,606 8,622,045 5,584 22,187,045
Interoffice 173,044 810,150 330,711 1,983 1,315,887

o.prwclatlon R...",.
Sub8Crlber 3,350,069 2,870,434 3,936,890 4,428 10,161,821
Interoffice 144,315 608,950 209,936 1,430 964,632

Theoretical Re..rve
Sub8Crlber 3,911,199 3,772,480 3,543,210 4,114 11,231,003
Interoffice 164,066 698,734 245,465 1,490 1,109,755

R...rve D.ficlt
SUbscriber (561,130) (902,046) 393,681 314 (1,069,182)
Interoffice (19,751) (89,784) (35,529) (59) (145,124)

Sources: 1994 Theorellcll R...... Study tied by Mdt R80C wIh the FCC.

•Above table bUed on metIlIlc CIIbIe 8CClQ1ta fIQm the toIlcMlng R8OCI: NYNEX (2421, 22,23), Pac:iIc
Telesis (2421, 22, 23). SouIhwestlm Bell (2422. 23),~ EngIInd Bell (2424).



TABLE 11

1994 Res.rve Deficit for Metallic Cable Accounts: Subscriber w. Interotftce'

Comparison of Reserve Deficit: Company Propoai. va FCC Prescribed.

For.,.... 0' AlOe. that ......., nport aubeorIber .lnwotlloe Iny.....t.·

(AII ........ 1n $000'.)

.....Ilc cable Accounts

2421 2422 Total

R.-rve Deficit - Baed on Company Propouls
SubllCriber (561,130) (902,046) 393,681 314 (1,069,182)
Interoffice (19,751) (89,784) (35,529) (59) (145,124)

Re.erve Deficit - Based on FCC Prescrlbttcl Values
SUbllCriber (297.799) (349,885) 226,119 314 (421,251)
Interoffice (23,483) (139,955) (35,619) (59) (199,116)

,.....

Difference
SubllCriber (263,331) (552,161) 167,562 0 (647,931)
Interoffice 3,732 50,170 90 0 53,993

Sources: 1994 Theorekal AeMM StudV lied by eIId'l RBOC With the FCC•
•AbtrNe table baHcI on metaIIc CIbIe ICCOI.I'lta frOm the following RIOCa: NYNEX (2421, 22,23), pedftc

Telesis (2421, 22. 23), SOU1hWestlm Sell (2422. 23), N_ £ngIMd Bell (2~4) .

.......



TABLE 12

COmparison of R888I'Ve Deficit for Metallic cable va All Categories: 1814 .
For Three RBOCs that Report Division Between Subscriber and Interoffice Cable.

Deficit under RBOC's Proposed Life and S.1va. Valu.. vs FCC's Prescribed Val...s.
(All V8tuee In SOOO'.)

Comw-ny FCC Difference Betw..n
Proposal Prescribed TwoM...ures

$

OVerall Reserve Deficit (2,039,884) (1,238,520) . (801,384)
A_rve Deficit on SUbscriber Metallic Cable· (1,069,182) (421,251) (647,931)

R.-rve Deficit excluding Subscriber Metallic Cable (970,702) (817,269) (153,433)

RMerYe Deftclt on Subscriber Metallic Cable as 52.41% 34.01% 80.85%
a Percentage of Overall R_rve Deficit

SOUrces: FCC Pmcribed Hfe ancI aaIvage v from 1M 19941llec1re11c.1 ReeeM Sludy (TRS) lIIed by NCh
RIOe with FCC. The company propoeed lite ancI from ..COfIlPInY propoelIllIecI by NCh RBOC
with ItIIr1nll81 cIlIpreciation a1Ucly for lie FCC. Plant Investment Ind~..tom lie 1994 TRS.
NotN: BecauM for eome RBOC..... bolh compII'ly propoNd Mel FCC PNICI'IbIclIlfe ancI-' VIIIueI Went not
lMIIIble. a IINIII number CIt Itates' 8COlXI'\ts had~ be ududId Ircm !he....

•N:1tNe table basec:l on metallic C8ble accounts from the foIkMIng RBOCa: NYNEX (2421. 22,23). Padftc
T". (2421, 22, 23), SouthMslBm Bell (2422. 23), New EngIInd Bell (2424)..



metallic cable accounts for both the RBOC and FCC parameter assumptions. Table 12

summarizes the results, and it shows that over 80% of the difference between the FCC and RBOC

estimates of the reserve deficit is due to differences in subscriber cable accounts. (The total

difference in reserve deficit is $801 million, and difference due to subscriber cable is $647.9

million.) In addition, about one-third of the reserve deficit based on FCC parameter assumptions

is due to subscriber cable accounts, which, given the bias toward premature replacement of metal

with fiber in the subscriber loop, may well be inappropriate relative to subsidy-free, stand-alone

cost criteria for local service pricing.

Table 13 presents the same information for RBOC state operations that were represcribed

in 1995, and for which the reserve deficit for subscriber metallic cable can be identified. About

75% of the difference in the reserve deficit between the RBOC proposals and the FCC

represcription is accounted for by differences in subscriber cable. The total difference between

the two measures of the reserve deficit is $711 million, and the difference in the reserve deficit for

subscriber metallic cable is $535 million.

The RBOCs may Object that they cannot provide investment plans for replacing metallic

subscriber cable with fiber given the current legal uncertainty over when and how they might be

allowed to offer new services that require fiber to the home. Absent such plans, the RBOCs may

claim, the FCC will not approve shorter asset lives for subscriber metallic cable than is warranted

by historical retirement data. While the factual predicate for the objection is hard to argue with,

the objection itself has little merit (or relationship to the policy issues set out at the beginning of

this paper). In order to be free of subsidy, the price for basic service should be no more than the
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TABLE 13

Comparison of Reserve DefIcit for Metallic cable va All Categories: 1995. .
For Two RBOCa that Report Dlvlalon Between Subscriber and Interoffice Cable.

Deficit under RBOC'. Propo..d Life and 881ft... Values va FCC's Prescribed Values.
(AI VIIIuea In SOOO'_)

Overall RMerve Deficit
R..erve Deficit on Subscriber Metallic Cable·

Re..rve Deficit excluding Subacrtber Metallic Cable

RMerve Deficit on Subscriber Metallic Cable ..
a Percentage of Overall R...rve Deficit

Company
Propoul

(1,418.900)
(966,834)

(453,065)

68.07%

FCC
Prescribed

(707,886)
(430,339)

(277,527)

60.79%

Difference BetwHn
TwoM...u....

S

(711.034)
(536,495)

(175.538)

75.31%

Sources: Investment, reserves. preteribecll8I'Vice lives and net uIVIIge from 1985 repI1llICI'IptI.

Company propoHd service Ives and net salvage vllues tom carnp8ny~ IUbmIttId cUIng 1.........1Ion•

•Above IIbIe baNd on metallic cable accounts from the toIIowIng RBOCa: NYNEX-NY only (2421. 22,23) .-Id
Southwestern Bel (2422. 23).



costs of a stand-alone network. providing only basic services16. If metallic cable is to be replaced

by fiber in order to more efficiently serve the RBOCs' basic telephone customers, current FCC

policy would not present an obstacle. The RBOCs can simply provide an investment plan, and if

that calls for faster retirement of metallic cable than historical trends would suggest, the FCC's

practice would be to approve the request. If the replacement of metallic cable is largely motivated

by a desire to provide new non-telephony services, the RBOCs' problem may be that they are

reluctant to commit to an investment plan, given the legal uncertainty over what additional

services they can sell and what rules will govern competition in the market place. But this has

nothing to do with the appropriate depreciation expense for a stand-alone basic service local

telephone company. To the extent replacing metal with fiber cannot be justified for basic local

service, the costs of the change should be borne by customers of non-basic service. Granting

larger depreciation expense today to finance early replacement of metal with fiber would require

basic service customers to subsidize customers of non-basic services.17

16Por the classic modem derivation of this proposition, see Gerald Faulhaber, "Cross
Subsidization: Pricing in Public Enterprise," American Economic Review 65: 966-977.

17As noted above, the subsidy would likely be exacerbated when the fiber plant is in place
if the "accounting protections" against cross-subsidy adopted by the FCC in Docket 86-111 (for
costs common to regulated and unregulated services) are adopted here. Docket 86-111 calls for
allocation of common plant costs in proponion to relative use. VDT rules leave it up to the
RBOC to propose the allocation method. It may be based on relative usage but need not be. See
Docket 87-266. However, the FCC's prior acceptance of relative use allocations of common
capital costs is troubling if applied to the investments necessary to enable local telephone
companies to provide video dial tone and other non-basic services. This could well cause basic
service customers to pay the lion's share of the capital charges for the new plant in the early years,
even if the change in plant was entirely caused by the RBOCs'desire to compete in non-basic
services.
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Diffcrence BCtwecn FCC and StAtc PUC Mcasures of the Book Depreciation Rcservc

One limitation of estimates of the reserve deficit based upon the FCC's accounting data is

that since Louisiana PSC, states have not been required to follow the same depreciation practices

as the FCC.28 Moreover. the FCC requires the RBOCs to report their book depreciation reserves

to the FCC as if FCC depreciation rates had been utilized consistently throughout time for all the

carrier's assets (both interstate and intrastate). If states have been setting lower depreciation rates

than the FCC, the actual value of the book depreciation reserve will be lower than reported in the

FCC's depreciation studies. This is especially true because roughly 75% of camers' plant is

intrastate and only 25% is interstate.

In Table 14, the extent of this potential bias is examined. The data on total (intrastate and

interstate) book depreciation reserves using both the FCC and state (SPUC) reporting methods is

from tables the carriers ftle with the depreciation studies. Because only 1/3 of the carriers file a

depreciation study in any year, the most recent year with complete data for all RBOC states is

1992. As Table 14 indicates, the difference between the book depreciation reserve as reported on

the FCC basis and the reserve as reported on the state basis is approximately $4 billion dollars.19

The interstate portion of the FCC book reserve for the RBOCs in 1992 was 25.31% oftota!

reserves (ARMIS 43-01). Thus, if we adjust for the relative shares of the book reserve accounted

28Louisiana Public Service Commission v. FCC, 106 S. Cl 1890 (1986).

19Jbe numbers ~ Table 14 slightly understate book reserves because they are sometimes
based on preliminary estimates of the depreciation reserve. The extent of this bias appears very
small, however. The Statistics of Common eWers. J992 reports the RBOCs' book reserve in
1992 to be $78.1 billion dollars (on the FCC basis) vs.the $77.2 billion reported in Table 13. This
is an understatement of only 1.1%.
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TABLE 14

FCC and State Depreciation R_rve for RBOCs - 1992.

CUMMULATIVE DEPRECIATION RESERVE (12/31J92)

FCC8A8IS STA'MBASIS DIFFERENCE Dlff....nce Adjusted
for Interstate Factor

n.170.426.169 73.166.146.894 4.004,279,275 3.025.045.475

SoUl'Cel: FCC and SPUC basia from Au.chment V to clepreclallon atudea lIIed by RBOCs with FCC from

1993-1995.

Note: The 1ntrutat18 wei!i'tw. equeI a 1 minuI the ImIrataiI~t 0125.31%. ThIs overatates the

Inluence of Intruta. reeeNeI bec8JIe 1.59% ofh total reIlINU In ARMIS Is clasaltied Ina

cetIgories other than Interstate or 1ntraIta•.



for by interstate vs. intrastate jurisdictions. the difference between the book reserve on the FCC

basis and the actual book reserve is about 53 billion dollars. or 1.6% of the gross book value of

plant30

Given the magnitude of the difference between the book reserve as reported on the FCC

vs. the state basis. it is natural to wonder whether this difference is increasing or decreasing over

time. If it was increasing. this could be indirect evidence that FCC and state depreciation

practices are becoming more divergent Conversely, if the difference between the two was

declining, it could indicate the converse. As Table 15 demonstrates, over the period from 1990 to

1994, the difference between the FCC and state book reserves for states represcribed in 1995

declined from 52.2 billion to 51.8 billion, and, as a fraction of the gross book value of plant, it

declined from 2.5% to 1.7%.31 Thus, the difference between the FCC and state book reserve

appears to be declining over time both in absolute and relative terms.

Table 15 also illustrates that the book reserve ratio (the ratio of the book reserve to the

gross book value of plant) has been increasing rapidly at both the federal and state level. From

1990 to 1994. the book reserve ratio on the FCC basis increased from 35.5% to 44.3%. On the

state basis, it increased from 33.0% to 42.6%. Moreover. if one was to accept the Commission's

»nte 53 billion estimate may be a slight overstatement of the true difference because we
have treated all reserves that are not in the interstate jurisdiction as being part of the inttastate
jurisdiction. However, ARMIS 43-01 for 1992 reports that 1.59% of the RBOCs' book reserves
are classified in other jurisdictions, such an non-regulated. other adjustments, or intracompany
adjustments.

31Table 15 includes only the RBOC states that underwent represcription in 1995 because
these are the only states for which complete data was available for the period from 1990-1994.
These states account for over 50% of the gross book value of total RBOC plant

22



TABLE 15

Trends In FCC and State Depreciation Reserves.

Gross Book v... Cummulallv. D!pNCIIItIon Reserve Book Reserve Radio

FCC STATE DFFERENCE
($) %ofGBV

FCC SPUC
IMA BASIS) ISA BASlSI

Dlffentnce

12/94
12J92
12190

104,706,869,427
97,791,248,193
89,889,498,957

46,365,118,124 44,559,652,017
39,335,466,130 37,153,545,750
31,886,333,032 29,650,4n,796

1,805,466,107
2,181,920,380
2,235,855,236

1.72%
2.23%
2.49%

44.3%
40.2%
35.5%

42.6%
38.0%
33.0%

1.7%
2.2%
2.5%

Nole: fIbovelable Is for RBOC stales thai were repruaIbed In 1995.



viewpoint in Depreciation Simplification that a reserve ratio of 42% was satisfactory, then both

reserve levels at both the federal and state level in 1994 would satisfy that benchmark:.32 These

trends indicate a similarity in the effects of both federal and state depreciation policy, with both

leading to a rapid increase in depreciation reserves during the early 1990's.

Comparison of the Theoretical Rcservc Deficit wjth the RBOCs' Write Downs

Several RBOCs have taken write-downs on their fmancial books to reflect alleged

concerns that certain assets may have book values exceeding true market value because of

inadequate past depreciation and regulation-imposed service lives that are unrealistically long.

These ,RBOCs argue that the write-downs are necessary to warn investors of the likelihood that

changing regulatory and market conditions may make it impossible for the RBOCs to fully

recover their fixed investment The RBOCs are not proposing write-downs or write-offs on their

regulatory books, nor are they proposing to actually retire the "impaired" assets now.

Nonetheless, it is interesting to compare the service lives from the RBOCs' fmancial statements

with the service lives they proposed to the FCC in their most recent depreciation represcription.

Tables 16, 17, 18, 19, and 20 show the comparisons for Ameritech, Bell Atlantic, BellSouth,

NYNEX, and US West

The service lives proposed to the FCC by three of the five RBOCs are very close to the

service lives they list in their fmancial restatements, with the exception that the companies have

32Simplification of the Depreciation Prescription Process, Report and Ordcr, (1993), p.
8045, ft 86.
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TABLE 16

Comparison of Average service Lite Reported on Amerltech's Financial
Statements with Its Company Proposals to FCC.

Plant
Account

2212
2232

2421~

TItle

Digital Switch
Circuit Accounts
Copper & Fiber Cable

11M 1_ 111M 1_~

AMERITECH AMERITECH AMERITECH AMERITECH
ANNUAL COMPANY COMPANY COMPANY
REPORT PROPOSALS PROPOSALS PROPOSALS

7 11.7 15.1 13.3
7 9.8 10.1 10.0
15 19.7 20.2 20.5

Note: AVWIIge aervIce lie torn cornpIny PfOPC*Ia Is...tid 8\WIlgI ov.- .. Amerbch ..... wItI
invulment (as of 1/1194) as"" weWrts. ArneItIch ItlUN and .... year of their company propoaaIs are as
follows: 191M (IL). 1993 (OH). 1992 (IN. MI. WI). Copper and tiber CIbIe Includea .... following plant

accounts 2421. 2422. 2423. 2424. 2426 (but not 2425):



TABLE 17

Comparison of Average service ute Reported on Sel. Atlantic'. Flnancla.
Statements with Its Company Propou'a to FCC.

P"nt title 1_ 1_ 1_ 1112-94
Account BELL AtLANnC BELL ATLANnC BELL ATLAN'nC BELL ATLAN'nC

ANNUAL COMPANY COMPANY COMPANY
REPORT PROPOSALS PROPOSALS PROPOSALS .

2121 Building. 18-40 39.7 41.9 40
2212 Digital Switch 12 13.3 13.0 14.1
2232 Dlglt.I Circuit 9-11 10.2 10.1 10.1
2441 Conduit 50 46.5 48.8 52.2

Copper Cabl. 14-19 19.3 19.9 19.9
FlarCabl. 20-25 18.6 21.0 21.0

Noll: AverIQII 8MYIae ... fromClDl'Wll*lY~ ~ CMI'.at Bell AlIInIk: .....wtiI
iweIInllftt _the...,.. lei AIIINIc yur or ~ propoIIII ... _ foIowI: 19M

(N.J. DE). ,. ~A. WV). 1112 (MD. DC. Pl.). Only NJ _ DE copper from _In their cable pIMt .ceounta.
CcnequenIIy, the capper _tiber nurNlera 1n.. 1Ibove tDrthDle two __odIy.

Cable accounIB 2421.2422, 242:1. & 2428 .... lIIed In the 8bove '*-.



TABLE 18

Comparison of Average service Ute Reported on BelISouth's Financial
Stldements with Its Company Propouls to FCC.

Plant 1_ 1_ 1_ 1812-93
Account BELLSOUTH BELLSOUTH BELLSOUTH BELLSOUTH

PRESS COMPANY COMPANY COMPANY
RELEASE PROPOSALS PROPOSALS PROPOSALS

2212 Digital Switching 10 9.7 14.1 12.4
22S2 CIr=It-other 9.1 9.1 9.0 8.9
2421 AerIal ......ue cable 14 14.5 16.2 15.6
2422 Underground ....mc C.ble 12 16.5 17.4 17.0
2423 Burled Met8l11c Cole 14 14.5 16.6 15.9

Not8: AverIIgI eeMce'" tram compIny PftIPOIIIIIa a~average o\w.. BeISouth .....,wItl
irMe,,*,t Cas of 1/111M) asthe~. BeISouth .....Md..~ of their compeny propoI8Is are as
follows: 1993 (AL,KY,LA.MS,TN), 1_CFL,GA,NC,SC). No BeISouth .....w•• repI'UCl'Ibed In 1994.



TABLE 19

Comparison of Average service LIfe Reported on NYNEX's Financial
Statements with Its Company Proposals to FCC.

Plant TItle
Account

2212 Digital Switching
2232 Clrcult-other
2421 AerIal Metallic cable
2422 Underground Metallic Cable
2423 Burltd Metallic Cable

Fiber

1_ 1_
11M

NYNEX NYNEX NYNEX
PRESS COMPANY COMPANY

RELEASE PROPOSALS PROPOSALS

12 13.9 12.5
8 10.2 10.3
17 17.9 16.7
15 25.3 15.4
17 19.7 19.3
20 19.4 22.6

Nc*: A......MMce .. tam oampIITf~ Is. weightld ...... OIM 81 NVNex.... wltl
inIIestmentat the weights. NVNEX.... Ind .. )fNI' of..COI'JlPMY propouI. we at

follows: 1995 (NY), 1984 (ME.MA.NH.R1.VT). '"'- compeny propoula for 1984.... 1ndud1d in NYNEXs
1994 TheoretIcal Re.-w Study submIaIlon to the FCC. The~, FIber, 8I'IClCIrI'lpUM plant accounts
2421, 2422. 2423. 2424. & 2426.
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TABLE 20

Comparison of Average service Ute Reported on US West·s Financial
Statements with Its Company Proposals to FCC.

Plant TItle 1. 1. 11M 1._
Account us WEST US WEST US WEST US WEST

ANNUAL COMPANY COMPANY COMPANY
REPORT PROPOSALS PROPOSALS PROPOSALS

2121 BUildings 27-49 37.7 37.4 39.1
2124 General Purpo.. Computers 6 6.4 6.1 5.9
2212 Dlgltlll Switch 10 9.1 9.1 11.2
2232 Digital Circuit 10 9.6 9.9 9.9
2421 MrIaI Copper Cable 15 15.9 16.0 17.3
2422 Underground Copper Cable 15 19.3 17.4 20.1
2423 Burled Copper Cable 20 21.4 19.7 22.0

FI_Cable 30 16.5 17.0 20.1

Not8: AverIIglt...w.. tom comPMY proposIIIa Is a~...over" us weet..... with
lrMRnent as the welghtl. US West..... andlhe year of..CClftlI'IIIV IlftlPC*Ia... foIlowI: 1994
(Al. CO. HM, UT. WY). 1993 (10, MT, OR. WA). 1992 (IA,MH. HB. HD, SO). FIber Includes the accounts
2421. 22, 23. 24, & 26.



..._ _--

apparently not proposed to the FCC service lives for metallic cable as short as in their financial

restatements. There are two exceptions to this general rule: NYNEX in New York and

Ameriteeh. NYNEX in New York has proposed considerably longer lives for both underground

metallic cable and digital switching than the service lives it has proposed in other states (see Table

19). Although the proposed service lives for other NYNEX states are not that different from the

service lives listed in NYNEX's fmancial statements, the NYNEX--New York service lives are

considerably higher. Moreover, NYNEX-New York's proposed service lives for digital

switching and underground cable are the highest of the five RBOCs, with the exception of

Ameriteeh for digital switching. Ameriteeh's service lives in the financial restatements are

substantially shorter than they have proposed to the FCC, and they are also far shorter than the

lives proposed for fmancial restatement and FCC purposes by the other five RBOCs. Thus the

change in depreciable asset lives claimed by the RBOCs when restating their financial books are

(more often than not) consistent with the service lives they have proposed to the FCC. There is

certainly no consistent support in these restatements for shorter asset lives than the RBOCs are

proposing to the FCC. Ameriteeh is the outlier, and its fmancial statement provides no

explanation for why its proposed service lives are so different from its own proposals to the FCC

and from the service lives used by the other RBOCs for fmancial restatement

24



CQOclu.,iM

RBOC complaints about inappropriate regulatory depreciation policies are grossly

overstated. From the standpoint of "fairness" to the LEes, rates based on economic cost (which

are substantially below current rates by as much as $138 per line per year)" would only have to be

supplemented by a very small adjustment ($11-12 per line annually over 5 years, if done with a

special amortization) to account for possible underdepreciation.:M Moreover, underdepreciation

does not provide a rationale for universal service taxes on new entrants to local telephone service.

F"mally, the RBOCs' profits are not overstated due to regulators' depreciation policies.

The vast majority of the small difference between RBOC-based and FCC-based estimates

of the reserve deficit appears to be due to different assumptions about appropriate retirement of

subscriber metallic cable. To the extent such replacement is not necessary for basic local and

access service, no additional depreciation expense should be included in the stand-alone cost and

price of those services. The FCC's reserve deficit is roughly 33-50% accounted for by subscriber

]] The SPR study estimates that toll and access revenues are priced $20 billion above cost.
The Hatfield Associates' estimate of universal service cost, $4 billion, should be subtracted from
this figure to obtain the actual amount by which overpricing of these LEC services is not
contributing to a subsidy necessary for universal service. The resulting $16 billion figure amounts
to $138/year on a per subscriber basis.

:M Adding the FCC's 1994 reserve deficit of $3.2 billion to the $3.0 billion adjustment for
state depreciation reserves yields a combined total of $6.2 billion to be recovered. On a five year
amortization, that amounts to $1.24 billion per year. The RBOCs have a total of 115,281,227
access lines, so the annual amount per line is $10.76. Ifone does the same calculation based on
the FCC-based reserve deficit for 1995, the annual charge per line would be about $12.40. To get
this number, the FCC-based reserve deflCit ($2.07 billion) for the RBOC operations represcribed
in 1995 was doubled, since those operations accounted for about one-half the RBOCs' total gross
plant
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metallic cable. To the extent that recent RBOC retirements or planned retirements of subscriber

metallic cable are motivated by a desire to provide non-basic services. the FCC's reserve deficit

will be too high. That is. the deficit would then be partially based on retirements or planned

retirements that would not be undertaken by a company providing only traditional basic services.

Thus. basing the reserve deficiency on the FCC's prescribed parameters may overstate the true

adjusunent necessary to correct for underdepreciation of subscriber metallic cable in the past

Since the bulk of the RBOCs' claim for a higher reserve deficit appears accounted for by

subscriber metallic cable. there is little reason to increase the depreciation deficiency for a stand

alone. economically efficient. basic local telephone company. This is not to say that the RBOCs

should not be allowed to replace subscriber metallic cable. They should be free to replace metal

with fiber cable so long as the price of local and access service remains based on the costs of the

stand-alone network without such replacements. At least one RBOC is candid that such a

constraint may well make the invesunent uneconomic. It appears. then, that only by increasing

basic local service prices can the investment be recovered.35

USee Reply of Bell Atlantic, Transmittal No. 741. In the Matter of The Bell Atlantic
Telephone Companies Tariff FCC No. 10. Video Dialtone Service. March 6. 1995. pp. 10-11.
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